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* IN THE HIGH COURT OF DELHI AT NEW DELHI

+ INCOME TAX APPEAL NOS. 491/2011 & 492/2011
Reserved on : 21* October, 2011.

% Date of Decision : 4" January_ 2012.

DIRECTOR OF INCOME TAX .... Appellant

. Through Mr. Sanjeev Sabharwal, Advocate.
VERSUS
RIO TINTO TECHNICAL SERVICES .....Respondent

Through Mr. Salil Kapoor, Mr. Ankit Gupta, Mr.
Sanat Kapoor & Mr. Vikas Jain, Advocates.
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HON'BLE MR. JUSTICE SANJIV KHANNA
HON'BLE MR. JUSTICE R.V. EASWAR

SANJIV KHANNA, J.:

For detailed order see ITA 486/2011 titled Director of Income

Tax Vs. Rio Tinto Technical Services pronounced today.
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PN CTHE SITGH COURT OF DELIU AY NEW DELIY

bOINCOME TAX APPEAL NOS. 486/2011 491/2011 & 492/2011

Reserved on ;. 21™ Octlober, 2011,

%o . Date of Decision : 4 January, 2012.
PNRVCTOR OF INCOME TAX | .... Appellant
Through Mr. Sanjcey Sabharwal, Advocale.
VERSUS
RTINS (‘[]NK ‘AL SERVICES Respondent

Fhrough Mr. Salil Kapoor, \/h /\n] it Gupta, M
Sanal Kapoor & Mr. Vikas Jain, Advocates.

R AN
SR RE RIR. FI"’HCE SANJTV KITANNA
HENN' LK MR, JUSTICE RV, EASWAR

u/‘udiﬁi‘v' KIEANNA, J.:

Revenue has prelerred these appeals under Scetion 2604 ol the
. . . . . oy
come Tax Act. 1961 (Act. for short) and vide order dated 8™ August,
2041 the following substantial questions of law were framed:-

~{1) Whether learned TUA'L crred i holding that the
asscssee’s activities are not IS within the
delinion of FI'S stated in Articles 12 of the
Double Deflinition of 118 stated in Articles 12 of
ihe Double Taxation Avoidance Agreement?

2y Whether lcarncd ITAT erred in holding that

» Articles 7 ol the Indo-Australia ITAA will be
applicable and hence such income has to be
construcd as business income?

(33 Whether provisions of Section 115A wedd with
Section 44D oi the Income Tax Act, 1961 arc not
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2. The respondent assessee-Rio Tinto Technological Resources 1Y
[.imited, during the years in ciucs‘:tion i.c. the Asscssment Ygars 1999-
2000, 2000-01 and 2001-02 had opcrated in India through its division
Rio Tinto "Ucchnical - Services. The ‘respondent-asscssee had - filed
returns on 2™ Yebruary, 1999, 17" November, 2000 and 22" October.
2001 declaring loss of Rs.2,00,970/-, positive income of Rs.23,88,700/-
and Rs.12.50.930/- in respect of the three assessment years mentioned
above. ‘The three returns werce taken up lor regular asscssment under
Section 143(3) of the Act and the Asscssing Officer vide assessment
orders dated 25™ February, 2002, 21% March, 2003 and 27" January,
2004 held that the payments received by the asscssce from Rio Tinto
India Private Limited and Rio Tinto Orissa Mining Limited (RT1PL,
and R'T'OMI. respectively, for short) V\;CI'C taxablc as fce for technical
scrvices under Scction 9(1)(vii) rcad with Scetion 115A of the Act and
the gross reccipts without any deduction were taxable at the rate of
20% in view ol Scction 4413 of the Act. It was held that Articles 7 and
12 of the Double Taxation Avoidance Agreement hetween India and
/\uslralie'l (DTAA, J-‘or short) were not applicable. The income of the
asscssce for the three years was cnhanced to Rs. 3(),()5,20,535/—, Rs.
[.41.46.440/- and Rs.36,53,188/- [or thé Asscssment Ycars 1999-2000,

2000-01 and 2001-02, respectively. This income or the gross receipls -

1A Mos 486/2011, 491/2011 & 492/2011 Page 2 of 26
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were held as taxable at the flat rate of 20% without deduction ol
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CXPCNSCS.
3. The assessee was unsuceesslidl in the [irst appeal.
4. However, the Income Tax Appcllate ‘Tribunal (the tribunal. for

. . il
short). by their common order for the three asscssment vears dated 19"

March. 2010 has accepted the stand and stance of the assessce.

Yaragraph 4.3 of the said order, which is the opcerative portion and

gives the ratio of the findings recorded by the tribunal, for the sake of -

convenience is reproduced below:-

ITA Nos 186/2011, 491/2011 & 492/2011

“4.3 “Thus, applying these nrovisions (o the lacts o the
present case, it is noticed that the asscssce having
admitted that it has PL in India and the income of the
assessec is taxable in India and the asscssce having opted
lo be taxed as per the provisions ol the DTAA itis Article
7 of the IDTAA which applics (o the asscssee’s case in so
Jar as the asscssce has a PE in India. ‘Thus, as per Article
7(2) of the DTAA, the P of the asscssce would have to
be treated as a wholly independent enterprise, which is
liable to be taxed in India. ~ Once it is held that the
asscssce is liable (o be taxed as per Article 7 of the
DTAA, sub-clause (3) of Article 7 of the DTAA would
come into play and deduction in accordance with the
subject to the law reiating 1o the tax in India would apply.
Since it is held that Article 7 of the Act would no more be
applicable as Articlc 7(2) of the DTAA specilies that the
Pl ol the assesse is 1o be treated as a wholly independent
enterprise and it is the prolits of such PI in India which
arc 1o be taxed. Since Article 7 of the IYTAA is applicd,
Scetion 441> and Section 115A of the Act also will not
apply in so far as they rclate to forcign companics,
whercas clausc (2) of Article 7 of the DTAA specifics
that the PE in India is to be treated as a wholly
independent enterprise in India. In such a situation. sub-
clause (3) of Article 7 of IDXTAA would come into play
and the income of the assessee would have to be assessed
by applying the regular provisions of the Indian Tax
Laws. In short. the asscssce hercin would be liable o be
asscssed as an cntity scparalcly asscssable in its own

Page 3 of 26
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independent capacity in india and the provisions of
Scctions 28 o 43C of the Act would be available (o the
“assessce. . What is to be understood here is that it is the
business prolits which arc chargcable under Article 7 of
the DTAA. So as to what the business ol the assessce is.
is also to be considered. "T'he business of the asscssce is
as per the contracts eniered into by the asscssee with the
various persons. The contracts arc inclusive contracts of
technical naturc. as also drilling, ctc.. as extracted carlicr.
Thus, it cannot be said that he activitics of the assessee is
purcly technical service. The drilling and excavation and
testing cannot be de-linked from the cvaluation and the
feasibility studics. It is a consolidated activity. ‘T'hus, the
activitics of the assessce cannot be held to fall within
Article 12 of the D'TAA also. In these circumstances, the
asscssce having opted Lo be taxed under the D'TAA, this
option cannot be denied to the asscssee and as per sub-
clauses (2) and (3) of Article 7. The assessce is 1o be
taxed as an independent enterprise in India-and the
regular provisions of the Indian tax Laws would apply to
the exclusion ol Scetion 9(1)(vii), scction 441> and 115A
of the Act. In these circumstances, the orders of the
lower authoritics arc reversed and the appeals of the
asscssce arc allowed.”

5. A disscction of the said paragraph shows that the tribunal has
held as follows:-
(i) The asscssce had a permancnt establishment (P, Tor short) in India.

This is a very important fact and is not disputed or denicd by the

Revenue or the assessce.

-~
‘

(it) Asscssce had opted to be taxed under DTAA and in terms of
Article 7(2), the PE in India was 1.0 be treated as an independent
enterprise, that was liable to be taxed in India.

(1i1) ()ncq income is hcld to be ‘taxablc under Article 7. then
paragraph 3 of the said Acticle has to be given full cffeet o and

accordingly (1) deduction in accordance with and subjcct to the law

ITA Nos 486/2011. 491/2011 & 492/2011 . ’ Page 4 of 26




relating to tax in India will apply; (2) Scction 9(1)(vii) of the Act 1s not
applicable; (3) Scetion 441) and Scction 115A will also not apply, but
provisions of Section 28 to 43C of the Act arc applicable and the
asscssce is cntitled to deduct expenses before computing  taxable
income.

(iv) The contracts under which payments have been made were
inclusive contracts of technical scrvices and drilling and cxcavation
cte. and. therefore, the activitics of the assessee were not ol purcly
(cchnical nature. The activities of the asscssce were consolidated
aclivitics ol multifarious character and include drilling, cxcavation and
lesting.

(v) In view ol “composile activitics”™ Article 12 of DTAA is nol

applicable.
6. In order Lo appreciate the controversy, it is important (0 cxamine

and interpret Articles 7 and 12 of the DTAA and Scctions 90. 9(1)(vii)
and 441D ol'the Act. These have been teproduced below:

“AGREEMENT BETWEEN TUHE GOVERNMENT OF
THE REPUBLIC OF INDIA AND TUE GOVERNMENT
OF AUSTRALIA FOR THE AVOIDANCE OF DOUBLE
TAXATION AND TIIE PREVENTION OF FISCAL
EVASION WITII RESPECT TO TAXES ON INCOME

Article 7--BUSINIESS PROFITS
(1) The profits of an enterprise of once of the Contracting States
shall be taxable only in that Staie unless the enterprise carrics on

busincss in the other Contracting Statc through a permanent
cstablishment  situated thercin. If the cnterprise carrics on

I''A Nos. 486/2011, 491/2011 & 492/2011 PPage 5 of 26
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business as aloresaid, the profits of the cnterprise may be taxed
in the other State but only so much of them as is attributable fo:
(a) Lthat pcrmanent cstablishment; or

(b) sales within that other Contracting Statc ol goods or
merchandise of the same or a similar kind as those sold. or other
busincss activitics of the same or a similar kind as thosc carricd
on. through that pecrmancent cstablishment.

(2) Subject to the provisions of paragraph (3), where an
enterprise of onc of the Contracting State carrics on business in
the other Contracting State through a permanent cstablishment
situated thercin, there shall in cach Contracting State be
attributed to that permancnt cstablishment the profits which it
might be cxpected to make if it were a distinet and separate
enterprisc engaged in the samce or similar activitics under the
same or similar conditions and dealing wholly independently
with the enterprisc ol which it is a permancnt cstablishment or
with other enterprises with which it deals.

(3) In the determination of the profits of a permancnt
cstablishment, there  shall be allowed  as deductions, in
accordance with and subject to the limitations of the law rclating
0 tax in the Contracting Statc in which the permanenl
cstablishment is situated. cxpenses ol the cnterprise.  being
“expenses which are incurred for the purposcs ol the business of
the permanent cstablishment (including cxecutive and gcneral
administrative cxpenscs so incurred), whether incurred in the
Contracting Statc in which the permanent cstablishment is
sitwated or clsewhere.

(4) No profits shall be altributed to a permanent cstablishment
by rcason of the mere purchasc by that permancnt establishment
ol goods or merchandise for the enterprisc.

(5) Where the correct amount of profits attributable to a
permanent cstablishment is incapable of detcrmination by the
{axation authority of onc of the Contracting States or the
ascerlaining thercol by that authorily presents exceptional
difficultics, nothing in this Article shall affcet the application ol
any law of that State relating to the determination of the tax
liability of a person, provided that the law shall be applicd, so
far as the information available to that authority permits, in
accordance with the principles of this Article. '

(6) I-or the purposcs of the preceding paragraphs of this Article,
thic profits Lo be attributed to the permancnt cstablishment shall .
be determined by the same method ycar by ycar unless there is
good and sufficicnt reason o the contrary.

ITA Nos. 486/2011, 49172011 & 492/2011 Page 6 of 26
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(7) Where profits include items of income which arc dealt with
separalely in other Asticles ol this Agreement.  then the
provisions of those Articles shall not be allected by the
provisions of this Articlc.

(8) Nothing in this Article shall affect the operation of any law
of a Contracting State reiating to {ax imposcd on profits from
‘asurance with non-residents provided that if the relevant law in
(oree in cither Contracting State at the datc of signaturc of this
Agreement is varicd (otherwise than in minor respects so as not
to alfect its general character) the Contracting States shall
consult with cach other with a vicw lo agreeing o any
amendment of this paragraph that may be appropriate.

(9) Where:
(a) a resident of one of the Contracting States is benelicially
entitled, whether directly or through onc or more interposed
© trust cstates, to a share of the business profits ol an cnterprise
carricd on in the other Contracting State by the trustce of a trust
cstate other than a trustestate which is treated in that other State
as a4 company for tax purposcs; and
(b) in rclation to that enterprisc, that _trusice would, in
accordance with the principles of Article 5, have a permancnt
establishment in that other Contracting Statc.
the enterprisc carricd on by the trustec shall be deemed to he a
business carricd on in that other Contracting State by thal
resident through a permanent establishment situated therein and
that sharc of business profits shall be attributed  to that
permancnt cstablishment. :

Articte 12-—-ROYALTIES

(1) Royaltics arising in onc of the Contracting Statcs, being
royaltics to which a resident of the other Contracting State is
bencficially entitled, may be taxcd in that other Statc.

(2) Such royaltics may also be taxed in the Contracting State in
which they arisc. and according to the law ol that State, but the
tax so charged shall not exeeed:

(a) in the case of:

(i) royaltics referred to in sub-paragraph (3)(b);

(if) payments or credits Tor services referred to in sub-paragraph
(3)(d). subject Lo sub-paragraphs (3)(h) to (1). that arc ancillary
and subsidiary to the application or enjoyment of cquipment for
which payments or credits are made under sub-paragraph (3)(b):
or .

(iii) royalties referred to in sub-paragraph (3)(N) that relate o
cquipment mentioncd in sub-paragraph (3)b):

10 per cent. of the gross amount of the royaltics; and

(b) in the case ol other royalties: .

VTA Nos. 486/2011, 49172011 & 492/2011 l Page 7 of 26
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() during the first five years of incomc for which this
Agreement has cflect:

(A) where the payer is the Government or a political sub-
division of that State or a public sector company: 15 per cent. off
the gross amount of the royaltics; and

(B) in all other cases: 20 per cent. of the gross amount ol the
royaltics; and

(i1) during all subscquent ycars of income: I35 per cent. of the
gross amount of the royaltics.

(3) The term " royaltics " in this article mcans payments or
credits, whether periodical or not, and, however described or
computed, to the extent to which they arc made as consideration
for:

(a) the usc of, or the right to usc, any copyright, patent, desigh or
modcl, plan, sceret formula or process, trade mark, or other fike
property or right; ‘

(b) the use of] or the right to use. any industrial, commercial or
scicntilic cquipment;

(¢) the supply of scicntific, technical, industrial or commercial
knowledge or information;

(d) the rendering of any technical or consultancy scrvices
(including thosc ol technical or other personnel) which arc
ancillary and subsidiary to the application or cnjoyment ol any
such property or right as is mentioned in sub-paragraph (a), any
such cquipment as is mentioned in sub-paragraph (b) or any
such knowledge or information as is mcentioned in sub-
paragraph (c);

(¢} the usc of, or the right to usc:

(i) motion picture films:

(11) films or video tapes for use in connection with television: or
(iii) tapes for usc in conncetion with radio broadcasting;

() total or partial forbcarance in respect of the use or supply of
any property or right referred Lo in sub-paragraphs (a) to (¢); or
(g) the rendering ol any services (including those of technical or
other personncl) which make availabie technical knowledge,
expericnee, skill, know-how or processes or consist of the
development and transler of a technical plan or design;

but that term docs not include payments or credits relating (o
scrvices mentioned in sub-paragraphs (d) and (g) that arc madc:
(h) for scrvices that arc ancitlary and subsidiary, and
inextricably and esscntially linked, to a sale ol property:

(i) for scrvices that are ancillary and subsidiary o the rental of
ships. aircrall, containers or other equipment used in conncetion
with the operation of ships or aircraft in internationat traltic;

(j) for tcaching in or by an cducational institution;

(k) for scrvices for the personal usc of the individual or
individuals making the payments or credits: or

1A Nos 486/2011, 491/2011 & 492/201 1 Page 8 of 26
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(1) t an employce of the person making the payments or credits
or w0 any individual or firm of individuals (other than a
company) for profcssional scrvices as defined in article 14,
: b

(1) The provisions of paragraphs (1) and (2) shall not apply il
the person beneficially entitled to the royaltics, being a resident
ol one of the Contracting States, carries on business in the other
Contracting State, in which the royalties arisc, through a
permanent cstablishiment situated therein. or performs in that
other State independent personal scrvices from a fixed basc
situated therein. and the property, right or services in respect of
which the royaltics are paid or credited are clfectively connceted
with such permancnt establishment or fixcd basc. In such a casc.
the provisions ol Article 7 or Article 14, as the case may be,
shall apply.

(5) Royaltics shall be decmed to arisc in a Confracting Statc
when the payer is that State itself or a politica} sub-division or
local authority of that State or a person who is a resident of that
State Tor the purposes of its tax. Where, however, the person
paying the royaltics, whether the person is a resident of onc of
the Contracting States or not, has in onc of the Contracting
Stales  or outside both Contracting  States  a permancnt
cstablishment or fixed basc in conncction with which the

liability o pay the royalties was incurrcd, and the royallics arc .

horne by the permanent establishment or fixed basc, then the
royaltics shall be deemed to arise in thce Statc in which the
permancnt cstablishment or fixed basc is situated.

(6) Where, owing to a special relationship between the payer
and the person beneficially entitled to the royaltics. or between
both of them and some other person, the amount of the royaltics
paid or credited. having regard o what they are paid or credited
for, caceeds the amount which might have been expected to
have been agreed upon by the payer and the person so cntitled in
(he absence of such relationship. the provisions of this article
shalt apply only to the last mentioncd amount. 1n that casc, the
excess part of the amount of the interest paid or credited -shall
remain taxable according to law, rclating to lax, ol cach
Contracting State, but subject to the other provisions of this
Agreement. ‘

Income Tax Act, 1961

LA Nos 486/2011, 491/2011 & 492/2011

Scetion 9— Income deemed to accrue or arise in India.

(1) 'T'he following incomes shall be deemed 1o accruc Or arisce in
India

X X X X

(vii) income by way of fees for technical scrvices payable
by -- . :

2012:DHC:10211-DB
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(a) the Governmenlt ; or
(b) a person who is a resident, except where the fees are
payablc in respect of services utiliscd in a business or prolession

carricd on by such person outside India or for the purposcs of

making or carning any income from any sourcc outside India
or ’

(cj a person who is a non-resident. where the fees arc
payablc in respect ol services utilised in a business or profcssion
carricd on by such person in India or for the purposcs ol making
or carning any income from any source in India:

Provided that nothing contained in this clause shall apply in
relation to any income by way of fces for technical services
payablc in pursuance of an agreecment made belore the st day
April, 1976, and approved by the Central Government.

ixplanation 1.--For the purposcs of the forcgoing proviso, an
agreement made on or afier the 1st day of April, 1976, shall be
deemed to have been made belore that date il the agreement is
made in accordance with proposals approved by the Central
Government belore that date.

Fxplanation 2.--For the purposcs of this clause, "fees for

technical services" means any consideration (including any lump

sum  consideration) for the rendering of any managcrial,

technical or consultancy scrvices (including the provision of

services of technical or other personnel) but docs not include
consideration for any construction, asscmbly, mining or like
project undertaken by the recepicnt or consideration which
would be income of the recipient chargeable under the head
"Salarics".

0
~

Section 44D-- Special provisions for computing income by
way of royaltics, cfc., in the casc of forcign companics.-—
Notwithstanding anything to the contrary contained in scctions
28 1o 44C. in the casc of an assessce, being a forcign company.--

(a) the deductions admissible under the said scctions in
computing the income by way of royaltv or fees [or technical
services received from Government or an Indian concern in
pursuance of an agreement made by the forcign company with

Government or with the Indian concern before the st day of
April. 1976, shall not exceed in the aggregate twenty per cent. of

the gross amount of such royalty or [ces as reduced by so much
ol the gross amount of such royally as consists ol lump sum
consideration for the transfer outside India of, or the imparting
ol information outside India in respect  ol, any  data,
documentation, drawing or spccification rclating o any patent,

Page 10 of 26
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invention. model, design. sceret lformula or process or (rade
mark or similar property;

(b) no deduction in respeet of any expenditure or allowance
shall be allowed under any of the said scctions in computing the
income by way ol royalty or fces for techaical scivices received
from Government or an Indian concern in pursuance ol an’
agreement made by the foreign company with Government or
with the Indian concern alter the 3 st day of March. 1976.

Iixplanation.--FFor the purposes of this scetion,--

(a) "lces for technical services" shall have the same mceaning as
in Lixplanation 2 to clause (vii) of sub-scction (1) of scction 9 :

‘(b) "forcign company” shall have the same meaning as in scction
808 : ’

¢) "royalty" shall have the same mcaning as in the Eaplanation 2
to clause (vi) ol sub-scetion (1) of scction 9 ;

(d) royalty reccived from Government or an Indian concern in
pursuance ol an agreement made by a forcign company with
Government or with the Indian concern after the 31st day of
March, 1976, shall be deemed to have been received in
pursuance of an agreement made before the 1st day of Aprii.
1976, il such agrecement is decmed, for the purposcs of the
proviso to clause (vi) of sub-scction (1) of scction 9, to have
been made before the st day of April, 1970.

Scction 90. Agreement with foreign  countries.—-(1) The
Central Government may enfer into an agreement with the
Government of any couniry outside India--

(a) for the granting of relicf in respect of

(i) income on which have heen paid both income-tax under
this Act and income-tax in that country ; or

(i) income-tax chargeable under this Act and under the
corresponding law in force in that couniry o promote mulual
cconomic relations, trade and investment, or

(b) for the avoidance ol double taxation of income under this
Act and under the corresponding taw in force in that country. or
(¢) foar cxchange of information for the prevention of cvasion or
avoidance of income-tax chargeable under this Act or under the
corresponding law in force in that country, or investigation of
cascs ol such cvasion or avoidance, or

ITA Nos 486/2011, 491/2011 & 492/2011 Page 11 of 26
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(d) for recovery of income-tax under this Act and under the
corresponding law in force in that country,

and may, by notification in the Official Gazette, make such
provisions as may be necessary for implementing the agreement.

(2) Where the Central Government has entered into an
agreement with the Government of any counfry.outside India
under sub-section (1) for granting relief of tax, or as the case
may be, avoidance of double taxation, then, in relation to the
assessee 10 whom such agreement applies, the provisions of this
Act shall apply to the extent they are more beneficial to that
assessce.

Explanation—For the removal of doubts, it is hereby declared

that the charge of tax in respect of a foreign company at a rate

higher than the rate at which a domestic company is chargeable,

shall not be regarded as less favourable charge or levy of tax in

respect of such foreign company, where such foreign company

has not made the prescribed arrangement for declaration and

payment within India, of the dividends (including dividends on ' k
preference shares) payable out of its income in India.”

7. Section 90(2) mandates that Whefe the Central Government has
entered into a DTAA under sub-section 1 for granting relicf of tax or,
as the case may be, avoidance of double taxation, then in relation to the
assessee to whom the agrecment applies, the provisions of the Act
apply to the extent they are more beneﬁcial to the assessee. In other
words, where an Article in a DTAA and a provision of the Act apply to ]
thev assessee, then the Article of the DTAA or the provision the Act:
will apply depending upon Whic;‘h one of the two is more
beneficial/advantageous to the assessee. The first requirement,
therefore, is to see whether provisions of the Act apply to a particular
transaction undertaken/income earned by an assessee, which is taxable

in India under the Act. In case the transaction/income is not taxable under the

ITA Nos. 486/2011, 491/2011 & 492/2011 Page 12 of 26
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transaction or income oi an asscssce i taxable under the Act. then the

provisions of DTAA, if applicable, may be resorted to if they are more

beneficial and advantageous to the asscssec i.c. if they negate orreduce

the tax liability. In Azadi Bachao Andolan vs. UOJ (2003) 263 I'I'R

706 (SC) aller referring to the said scction it has been held:-

8.

“21. The provisions of Scctions 4 and 5 of the Act arc expressly
made “subjcct to the provisions of this Act™ which would
include Scction 90 of the Act. As'to what would happen in the
event of a conflict between the provision of the Income Tax Act
and a notification issucd under Scction 90, is no longer res
integra. '

XXXXX

28. A survey of the aloresaid cascs makes it clear that the
judicial consensus in India has been that Scction 90 s
specifically intended to enable and cmpower- the Central
Government 1o issuc a notification for implementation of the
terms of a Double Taxation Avoidance Agreement. When that
happens, the provisions of such an agrecment, with respect to
cascs Lo which they apply. would operate cven il inconsistent
wilh the provisions of the Income Tax Act. We approve oi the
rcasoning in the decisions which we have noticed. I it was not
the intention of the legislature to make a departure {rom the
acncral principle of chargeability 1o tax under Scction ++ and the
general principle of ascertainment of total income under Scction
5 of the Act, then there was no purpose in making thosce scetions
“subject to the provisions of the Act”. The very object of
grafting the said iwa scctions with the said clause is to cnable
the Central Government (o issuc a notification under Scetion 90
towards implementation of the terms of DTACs which would
automatically override the provisions of the Income Tax Act in
the matter of ascertainment of chargeability o income tax and
ascertainment of total income. to the extent ol inconsistency
with the terms ol DTACT

At the outset, we may notice onc lact that there is no dispute that

the assesscee had a PE in India as defined in Article 5 of the DTAA.

A Nos 486/2011, 491/2011 & 492/2011
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‘This judgment proceeds on the said admitied fact, which is CXU'C]T]C[)('
relevant and material.

9. Articles 7 and 12 of DTAA make a distinction b;u/\/ccn income
carncd by way of “royaltics” and” “busincss profits™.  The term
“royalty™ has been defined in Article 12 paragraph 3. which consists of
sub-paragraph a to 1. As noticed above, the tribunal has held that
Article 12 of DTAA 1s not applicable as tlhc paymenls received were of
composite character for diverse work and were not covered by the term
“rovally™ as delined in paragraph 3 ol Article 12. 'This is clear from
the obscervations recorded by the tribuna) on the naturc of activity
undertaken by the P of the assessce in India mentioned in paragraph
4.3, On this aspect we have adverscly commented and reversed the
lu"mdings of the tribunal, in a subscquent portion of this decision.

10. Paragraph 4 of Article 12 states that paragraphs IN and 2 of
Article 12 will not apply 1 “royalty” ariscs through a PIE situated in the
contracting Statc where busincssl 1s carricd on, of which the asscessee is
not a resident.  Paragraph 4 states that in such cascs Article 7 or 14
would apply. ‘I'ibunal 1s, therefore. right in holding. that Article 12 of
DTAA 1s not applicable but the rcason is paragraph 4 ol Article 12,
Once an asscssce has a PI¢ in the contracting statc of which he is not
restdent, then paragraphs 1 and 2 of the said Article do not apply.

S
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AS

11, Thus, for the reasons differeni than those, mentioned by the

tribunal we hold that Article 12 of the DTAA 15 not applicable.
Scquitor is Article 7 of the DTAA is applicable. interpretation and
provisions of Article 7 have been exdmined while answering qucestion
No.3. Question Nos. 1 and 2 arc accordingly answcred.

12 Article 7 deals with busincss profits and will apply, once it is
held that Article 12 is not applicable. Paragraph 3 of Article 7 is the
cdifice which is to be examined to answer the substantial qucestion
No.3 mentioned above. A careful examination of the said paragraph
shows that Lo determine the profits of a Pl the asscssee is 1o he
allowed deductions “in accordance with and subject to limitations of
the law” rclating to tax in the contracting State, i.c.. in the present casc
Income ‘Tax Act in India. It further stipulales that cxpensces incurred
lor the purposc of the business of a PE would include exceutive and‘
general administrative expenses so incurred regardless whether they
have incurred in any contracting State. i.c.. India/Australia or '
clscwhere.  lowever, the material words 1n paragraph 3 of Article 7
arc “the asscssce shiall bc.allowed as deduction, in accordance with and
subject to limitation of the law rclating Lo tax (i.c., the Income Tax /\ct;
1961) in the contracting State (i.e.; India) in which the permanent
cstablishment s situated™. What is stipulated and stated in paragraph 3
ol Article 7 is that the expenses incurred by the assessce can be
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claimed as a deduction but only in accordance with and subject to
limitation stipulated in the Act. ‘I'he provisions of the Act. therefore,
relating to deduction of expenditure, become applicable for C(.)mputiﬁg
business profits under Article 7(3). The limitations and conditions
stated and stipulated in the Act with regard (o deductions accordingly
ect attracted and retain lh(‘;il‘ supremacy and arc not obliterated/diluted
in view ol paragraph 3 ol Article 7. In other words. paragraph 3 of
Article 7 gives paramouncy and accepts that the deductions can be
only claimed in accordance with and subject to limitations of the Act
and not otherwisc.

13.  The net cllect of the aforesaid conclusion is thal to compute
business profits under Article 7(3) of the IDUAA, wce have to examing
whether a particular expensc/expenses can be allowed as a deduction
from the income carned in accordance with and 1s subject to” the
limitations rclating to the deduction available to the asscssce under the
Act. ‘This nceessarily requires examination and consideration of the
provisions ol thc Act to find out whether for computing taxable
income, an cxpeusc can be claimed as a deduction under the Act. 11
deduction can be claimed under the Act, then the said deduction is

‘
permissible and has to be allowed but il an expense cannot be claimed

as a deduction because of the stipulations in the Act in respect of the
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carned income, then the said expenditure is not to be allowed as a
deduiction/expense.

14, Sccond part of paragraph 3 to Article 7 protects and states that
the assessce is cntitled o claim deduction of expenses both in India as
well as administrative and general expenscs whether they arc incurred
in the contracting State in which the Pl is situated or outside the said
contracting State. lowcver, the first part and the sccond part of
paragraph 3 ol Article 7 have io be rcad harmoniously giving full
ctlect to the two parts, as if there is no conlflict between them. The first
part, as noticed above, is a part which states when deduction of an
cxpense can be allowed, i.c., deduction should be in accordance with
and subjcct to the limitation of law of ﬂ)c cont -acting Statc where PI s
situated.  This condition must be satisficd before the advantage or
benelit of sceond part of paragraph 3 can be taken by the assessee. t.c..
the cxpenscs of which deduction can be ciaimed arc not resiricted to
mierely expenses in the contracl.ing State but also exceutive and genceral
adminish‘at‘ivc cxpenses which were incurred outside the contracting
State. 'i‘o this cxtent paragraph 3 é)f Article 7 will override and will
have primhcy over any stipulation: in the Act, il any. that exceutive and
general administrative expenses outside India cannot be taken into

consideration.

.
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15.  In view of the reasoning given above. it 18 not possible to agree

with the conclusion and the findings recorded by the tribunal that once
Article 7 applics, Scction 441 read with Scction 115A is not
applicable. The tribunal has overlooked and not given duc credence
and importance to paragraph 3 of Article 7 of the DTAA. The said
paragraph as noticed above, states that the provisions relating to the tax
cnactment on the question of deduction of expenditure arc fully
proteceted; arc to be enforced and arc applicable. Deduction can only
be claimed in accordance with and subject to the limitations of the Act
in the contracling Statc. i.c., India or Australia, as the case may be. In
this manncr, Paragraph 3 of Articlc 7 has given primacy (o the
provisions stipulated in the domestic tax lcg.islati()n while computing
business income under Article 7(3) in casc the asscssce has a PLE in the
nou-resident couﬁtry.

16.  In view of the aforcsaid rcasoning, wc havc\ to cxamine the
pr()visi.()ns of tilC Act to find out whether the asscsscee is c-ntitlcd Lo
deduction of expenscs and il so, to what cxtent or there s any
prohibition or bar for claiming a dcclucii()n under the Act. 'This '
“question™ is in built or a part of question N().3.‘

17.  Busincss income in India is taxable under Chapter [V-1) “prolits
and pains of business or profcssion”. Scctions 28 Lo 4411 arc under
the said l‘lcading. liach Scetion and provision ol the said part has to be
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considered and examined to [ind out whether a particular deduction or

expenditure can be claimed when income is taxable undcer the head
“income [rom business”.  Scetion 441) has been quoted. The said
Scetion beging with a non-obstante or overriding expression and states
that Scctions 28 to 44C would not be applicable and deductions under
the said Scctions cannot be allowed and arc not admissible in case an
asscssee is a forcign company and has carncd income by way of
“royalty”™ or “fce from technical services™ {rom Indian Government or
[ndian concern. For the purposc of S'ection 441), the cxpression “lee
for technical services” z.md “royally” havc the same meaning as defined
in lixplanation 2 to clause (vii) and (vi) of sub-scction 1 of Scetion 9 of
the Act. The term “forcign company” has also been defined in clause
(b} to the Lixplanation to Scction 4413 to mean a company, which is not
a domestic company as pcer Scction'SOB of the Act. It is not in dispute .
belore us that the assessce was a foreign company.

18, The next question. which arisés for consideration is whether the
income 9;11'11(:(1 by the assessee is “fee for technical services™ within the
meaning ol lixpla;nation 2 1o clausc (vii) of sub-scction 1 ol Scction 9.
19.  The tribunal in their ﬁndingé'rcco‘rdcd in paragraph 4.3 has held
that the contracts arc inclusive contracts ol technical nature as well as
ol drilling ctc. 1t has been [urther obscrved that it cannot be said that
the activitics of the asscssce were of purcly technical naturc.
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20. In paragraph 4, the tribunal has cxtracted a portion of the

agreement between the assessee and RPLL and RIT'S. The said portion
reads as under:-

“The evaluation of the resources will begin with a
geological mapping. drilling and cditing programme and
be followed by iron ore quality testing and rcsource
modcling. :

Specifically, the objectives of the pre-fecasibility phasc 2
programme arc 1o:

s Improve the knowledge of the orc body and ore
characteristics by a bulk sampling and drilling
programmc;

o Investigale preliminary metallurgical and treatment
characteristics, define options and estimale costs:

s Investigatc inlrastructurc requircments and cxisting
capacitics. deline option and cstimate costs:

o  Carry out a preliminary environmental asscssment;
o ldentily major issues which might prevent the project )
proceeding;

o ldentify major options {or further study;

e Preparc the Phase 2 Pre-feasibility study report
cncapsulating " all of the above listed clements.
including preliminary mining plan, fow sheets, and
costs, and indicative {inancial analysis.”

21.  Immediately after cxtracting the portion of the onc of the

contracts, the tribunal in paragraph 4.1 has obscrved as under:-

“4.1 A rcading of portion extracted above shows that

the primary objcetive is technical work lor the cvaluation

of iron orc resources and the corresponding feasibility -
study for transportation of orc by rail and the
development and handling of ship loading capacitics as -
the specificd process. The cvaluation ol the resources

was 1o begin with geological mapping, drilling and
cditing programme. to be (ollowed by iron ore quality
testing of the resources modceling. Thus, this is not a casc
where a simple technical or consultancy scrvice s
provided, but it includes specific activitics which arc
required to be done on site, i.c.. by various activitics such
as the geological mapping, drilling, testing or quality,
quantifying the possible quantity and  resources.

[TA Nos. 486/2011, 491/2011 & 492/2011 Page 20 of 26




2012:DHC:10211-DB

cxamining the cnvironmental  hazards. FFor  the
performance of the contract, it is noticed, the assessee has
oblained necessary permission [rom the RBIL which is the
sanctioning authority for opening a project office in India.
It is an accepted fact that the assscssee has opened ifs
project office in India and has entered into a contract to
do business in linc with the permission granted by RBIL
[t is also an accepted fact that he asscssee docs have a
permancnt establishment (PE) in India.™

22 The wibunal has not specifically examined lixplanation 2 (v
Scction 9(1) (vii) and whether or not the said cxplanation is applicable
andd the income carned by the asscssce is covered by the said
. . s o men : 143 Conse 3 ~vicee? 0 e
explanation. 'he cxpression “fees for technical scrvices™ has been
defined in Explanation 2 to Scetion 9(1)(vil) to mean any consideration
including lumpsum payment for rendering managerial. technical or
- s‘
consulting scrvices and includes provisions of scrvice of technical or
other personncl. Section 44D read with Explanation 2 fo Scction
9(1)(vii) cnvisages diflerent and scparate trcatment for taxation

purposcs of income regarded as “fee lor technical scrvices™ as noticed

above.
23, 'I'he tribunal bas also crred in holding that the extracted portion

ol the agreement cstablishes and shows that the consideration received
was lor a compositc contract. Further, cven in a case of a composile
contract for supply ol goods/cquipment/machincry and for providing

technical services, bifurcation, if alrcady madc in the contract, has to

be considered and accordingly the income has to be taxed. In abscnce
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of bifurcation, an cstimatcd allocation is justilicd and has to be madce

for the purposc ol tax.

24 "The payment in the prcscm"casc is for furnishing of cvaluation
report. The fee paid is for the said purpose. ‘T'o collect an’d collate the
information and furnish cvaluation report, the asscssce was required
and it was nccessary to undertake certain tests, mapping and studics.
Drilling for (csts as to cvaluate is to gain information and knowlcdge.
The payment which is received is for furnishing of inlormation and not
“business™ meome or composite income including “busincss™ income
as held by the tribunal.  The asscssce may be carrying on
manufacturing or trading activitics.bul can cnter into a contract o
furnish technical information for a féc 10 a third party.  Technical
information which is fumished may be a result of the knowledge,
experignee and cxpertisc gained by the asscssce as a result of business
or trading activity; or tests, mapping ctc. may be required for
furnishing the said information, but this is immaterial.  The fee
reccived from the third party in such cascs is (ce for technical services,
il it satisfics and is covered by the Ixplanation 2 to Scction 9(1)(vit).
The payment made is to acquire technical information. Therefore it 1s
“fee I"(nj technical scrvices™. Tt will be immaterial whether the assessce
had acquired and gained the said tcchnical information becausc ol
busincss or trading activity or alter conducting tests, mapping cte. The
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naturc and character ol the information lurnished and {or which the fee

or consideration is paid is the relevant criteria for deciding whether or
not Lixplanation 2 to Scction 9(1)(vii) m applicable. In the present case,
as per the clauses quoted above, the fce was paid to acquire technical
and managcrial information.

25. At this stage. it will be appropriate to notice and decide the
contention of the asscssce that Explanatioﬁ 2 to Scction 9¢1)(vii} is not
applicablc in view of the cxclusion i.c.. the expression ™ fee for the
technical  services, but docs not include consideration  for  any
construction, asscmbly, mining or like project undertaken by the
asscssce”. The aforcsaid cxclusion statcs that the consideration
rcceived by an assessce for construction, assembly, mining or like
projeet has Lo be excluded and is not {cc for technical services. The usc
of the word “pro_jcct"’ in the expression is rclcvqnt and siQniﬁCanl.
Construction, assembly or mining projects arc normally and in
common parlance not regarded as scrvices relating o fee for technical
services. prl‘anation 2 to Scction 9(1)(vit) makes and draws a
distinction between income carned by way of [cc for technical scrvices,
which have been defined to mean any managerial, technical or
consultancy scrvices, including provision on scrvices ol technical and
other  personncl, in contradistinction  to  income  carned  from
manulacturing or trade activity. The lcgislature by the said cxpression
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has clarified and as a matter of abundant caution stated that

construction, assembly or like ;')roject undeﬁakcn by the recipicnt
should not be 1'ega{rdcd and _U.‘eated as considcration for fee [or
technical services. The reasoning and justification is obvious;
construction, asscmbly or mining activities may not strictly fall within
and be regarded as the manufacturin.g, or trading activity, when
interpreted in a narrow manner. The i'ntention of the legislaturc is that
the narrow interpretation is not warranted. The aforcsaid expression,
therefore, is mercly clarificatory and declaratory of what is [(airly
obvious and clear. It rcmoves doubts and ensures that any debatc on
this score is avoided. It does not seek to curtail the scope and ambit of
managerial, technical or consultancy services which are taxable as fee
for Lcchnice}l services. Usc of the word “project” in the said cxpression
requires and mandates that there should be construction project,
assembly project or a mining project or a like project undertaken by the
recipient and the consideration paid should be on the said account. It is
apparcnt and the clauses of the agreement do not disclose that the
assessce had undertaken any mining project or a construction I'j)l‘OjCCL
There is no such finding recdrded by the tribunal also.

26. Lecarned counsel for the petitioner assessee had relied upon
decision of the Supreme Court in Union of India and Another versus

A. Sanyasi Rao and Others, (1996) 219 ITR 330 and has submitted
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that Section 44D is a draconian provision and should be rcad down as
an option availablc to an assessee and is not a mandatory provision. It
is submitted that taxation on gross income basis is unconscionable.

27". Constitutional validity of the said provision is not challenged
before us and cannot be examined'in an appeal under Scction 260A ol
the Act. We have o decide the appeal on the basis that this Section is
constitutionally valid, though c'ourts can read down a scction while
interpreting a provision in case of ambiguity/doubt to ensure that the
provision does not fall foul of the constitutional limits. It may be
relevant to note that taxation of non-resident on gross receipt basis was
onc of the contentions or defences raised by the Revenuc in A. Saﬁ yasi
Rao case (supra) to defend the presumptive provision under challenge
in the saidAcase.‘ The Supreme Co;n't dealt with the said defence,

observing as under:-

“Counsel for the Revenue brought to our notice sections 44B,
44BB, 44BBA and 44D and contended that there are other
similar provisions in the Act. We should state that they relate to
non-residents carrying on business in India and are not much
relevant in construing sections 44AC and 206C of the Act.”

28. It is clear from the aforesaid quote that the Supreme Court had
drawn a distinction between not resident assessees and assessees who
are resident in India, as far as taxation on gross receipt basis is

concerned. It may be also noted that the rate of tax under Section 44D

is 20%, whereas rate of tax at the normal rates in the years in question
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was much higher. In some cases, Section 441D may work to the

. advantage of an assessee and to the disadvantage of the Revenue and in
other cases 1o the advantage of the Revenue and to the disadvantage of
the asscssee. This contention is rejected.
29, Inview of the aforesaid findings, the questions éf law mentioned
abovc are answered as under:
(1) Question No. 1 is answered in negative and it is held that Article 12
of the DTAA. is not applicable.
(2) Question No. 2 is also answered in negative and it is held that Article
7 of the DTAA applies but on interpretation of the said Article,
spécially paragraph 3, we have to examine the provisions of the
Indian Income Tax Act to find out whether or not deduction of
expenses is pcrmitted or allowed.
(3) Question No. 3 is answered in negative and it is held that Scction 44D
is applicable as the income earned {)y the assessee is taxable as “fec
for technical services” MMWWSQW@WIMMQ -

‘The appeals are accordingly disposed of. No costs.
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